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1 TESTIMONY OF ROBERT NICHOLS

2

3 Please state your name and your position with New West Energy.

4

5

6

My name is Robert Nichols. I am Director of Finance and Administration with New

West Energy. My resume is attached as Exhibit RSN-1

7

8 Please describe New West Energy and the purpose of New West Energy's intervention in

9 this proceeding.

10

11

12

13

14

New West Energy is an Energy Service Provider (ESP) that operates as a power marketer

in the state of California. New West Energy has applied to this Commission for authority

to participate in competitive markets in Arizona. The purpose of New West Energy's

intervention is to analyze the settlement agreement and to make suggestions to the

15

16

Commission on changes which would better facilitate the development of competitive

markets and avoid cross subsidization of competitive services by non-competitive

17 services.

18

19 Would you summarize your testimony?

20

21 In this testimony I make four recommendations for conditions to approval of the

22 settlement agreement:

23

24

25

The Commission should conduct a cost of service study to determine that the

unbundled prices properly reflect the cost of service and to insure that no cross-

A.

A.

Q.

Q.

A.

Q.

1.
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1

2

subsidization exists. The settlement could be approved on an interim basis, with

the cost of service study to follow in the next six months.

3

4

5

6

7

The stranded cost recovery period should end on the same date for all utilities.

Currently the SRP stranded cost recovery and the APS stranded cost recovery will

end no later than the end of 2004. It is important for the development of

competitive markets that stranded cost recovery is phased out in a reasonable time

8 flame.

9

10

11

12

The proposed transmission and distribution prices are excessive, as evidenced by

the fact that the unbundled transmission and distribution prices are 17.6% higher

than TEP's own statement of costs in its last rate case. Reducing the transmission

13

14

15

and distribution elements of price to more accurately reflect costs will allow the

floating portion of the CTC to increase without increasing overall prices. This

will facilitate the goal of phasing out the CTC by 2004.

16

17

18

Certain costs that are properly related to the provision of competitive services

should be credited to the direct access customers through the energy portion of the

19 price. This would include competitive parts of demand-side management, and

20

21

22

23

sen/ices such as load forecasting, customer service representatives, customer

account managers, etc. These are services that will be provided by an ESP, the

customer should not have to pay twice by paying for these services in the non-

bypassable non-competitive charges.

24

25

2.

4.

3.

ROBERT NICHOLS TESTIMONY - 2



1

1 The need for a rate case based on current test year data

2

3 Please discuss the need for complete and cost-based unbundling for'TEP's rates?

4

5 A .

6

7

8

9

10

It is important that cost shifting between the competitive and non-competitive services

does not occur. That is, non-competitive services should not subsidize competitive

services. This is consistent with the Commission objective to provide an opportunity for

full generation competition as soon as possible. (Decision No.60977, dated June 22,

1999, page 10, lines 7-8). If cross-subsidization is allowed, this will slow the transition

to a competitive deregulated electricity marketplace in Tucson.

11

12 Q. Please discuss the need for TEP to conduct a cost of service study?

13

14 A.

15

16

17

18

TEP's last cost of service study was conducted for the test year ending December 31,

1994. Under Decision No. 59594, dated March 29, 1995, TEP was allowed to set rates

based on a blended cost of capital determined by applying a hypothetical capital

structure. The hypothetical capital structure was a temporary device designed to maintain

the financial integrity of TEP. Things have changed since the 1995 Commission order.

19

20 Q. What has changed since the 1995 Commission Rate Order?

21

22 A.

23

24

25

Prior to this rate Order, the Commission allowed 60% debt and 40% equity hypothetical

capital structure. Under Decision No. 59594, the Commission found that TEP's financial

health improved. As such, the Commission adopted a capital structure of 37.5 % equity

and 62.5 % debt (Decision No. 59594, dated March 29, 1996, pages 6 and 7). It is

Q.

ROBERT NICHOLS TESTIMONY - 3



1

2

3

4

5

reasonable to assume, and in fact it is true, that TEP's equity position has increased since

the 1995 Decision. To be consistent with the Commission's prior order, the Commission

should revisit TEP's hypothetical capital structure to determine if the current hypothetical

capital structure is just and reasonable. The proposed settlement agreement retains the

hypothetical capital structure adopted in 1996.

6

7 Q. Do you have any other examples of why a cost-of-service study is important?

8

9 A.

10

11

12

13

The settlement agreement calls for a rate decrease of 1% in 1999 and 2000 (Direct

Testimony, James S. Pignatelli, page 12, lines ll through 19). These rates appear to be

negotiated in the proposed settlement agreement. The Commission can use a cost-of-

service study to determine whether the negotiated rate decrease as proposed in the

settlement agreement is just and reasonable.

14

15 Are there any other issues that will be addressed in a cost-of-service study?

16

17 A. Twill discuss our concerns with how TransmissiOn and Distribution rates were developed

18

19

in the proposed settlement agreement later in my testimony. Additionally, the

Commission can address all the regulatory asset issues that will be addressed later in my

20 testimony.

21

22 Q. Does this mean that the settlement agreement should not be approved?

23

24 A.

25

No. The appropriate method for the Commission to set prices going forward is to

conduct a rate case during which all parties can carefully scrutinize the cost of service for

Q.

ROBERT NICHOLS TESTIMONY - 4



1 each unbundled component as well as the need, or the extent of the need, to maintain a

2 hypothetical capital structure for TEP.

3

4

5

6

7

8

9

However, New West Energy recognizes the interim need to set prices through a

negotiated settlement. It is New West Energy's recommendation that the Commission

adjust the settlement as is appropriate under the current circumstances, and start

competition in the TEP service territory. Then, the Commission can conduct a proper

cost of service study and conduct a proper rate case. In the event that the rate case

determines that adjustments should be made, then they should be made on a prospective

10 basis.

11

12 Q. When should the Commission conduct the rate case?

13

14 A.

15

16

We recommend that the appropriate filings be made by TEP within three months of

approval of the settlement agreement, with the actual rate case starting within six months

of approval of the settlement agreement.

17

18 _Phase out the CTC by 12/31/2004. to match APS and SRP.

19

20 Q. What was the last Commission order regarding Stranded Cost Recovery for the Affected

21 Utilities in Arizona?

22

23 A.

24

25

On April 14, 1999, the Commission approved Decision No. 61677 that ordered Affected

Utilities to choose from one 'of five options to recover stranded costs. The five options

are as follows: (1) Net Revenues Lost methodology, (2) Divestiture/Auction

ROBERT NICHOLS TESTIMONY .. 5



1

2

methodology; (3) Financial Integrity Methodology; (4) Settlement Methodology and (5)

the Alterative Methodology.

3

4 In the proposed settlement agreement TEP chose the fourth option to recover stranded

5 costs: The Settlement Methodology. (James S. Pigantelli's direct testimony, dated June

6 30, 1999,page 3, lines 3-6).

7

8 When will TEP recover all of its stranded costs under the proposed settlement

9 agreement?

10

11

12

The settlement agreement proposed two methods to recover stranded costs, a Floating

CTC and a Fixed CTC mechanism. The floating CTC mechanism will terminate on

13 December 31 , 2008. The fixed CTC mechanism will terminate when it has recovered

14 $450 million, or on December 31, 2008.

15

16 Q. When will Arizona Public Service and Salt River Project expect to collect all of their

17 stranded costs?

18

19 A .

20

21

22

Both Arizona Public Service Company and Salt River Project have proposed to collect all

of their stranded costs by 2004. This is consistent with the Commission objective limit

the duration of the transition period to recover stranded costs between three to six years

(Decision No.60977,dated June 22, 1998, page 9, lines 16-20).

23

24 Q. Does the proposed settlement agreement meet the Commission's transition obi ective?

25

A.

Q.

ROBERT NICHOLS TESTIMONY- 6



1 No.

2

3 What does New West Energy recommend for TEP's transition period?

4

5

6

7

To be consistent with APS, SRP and follow the Commission objectives for stranded cost

recovery, New West Energy recommends that TEP recover all of its floating CTC by

12/31/2004.

8

9 Q. What is the definition of the Floating CTC under the proposed settlement agreement?

10

11 A.

12

13

14

15

Floating CTC is equal to the difference between the customer's bundled rate and the sum

of the following: (1) the Market Generation Credit, (2) the adder, (3) distribution, (4)

transmission, (5) meter services, (5) meter reading services, (6) billing and collection, (7)

DSM, (8) customer information and life-line discount charge, (9) uncollectible accounts,

(10) ancillary services, (1 l) fixed must-run generation, and (12) fixed CTC.

16

17 Q. What costs will be recovered under the Fixed CTC as proposed in the settlement

18 agreement?

19

20

21

22

23

The stranded costs recovered through the Fixed CTC consist of approximately $200

million of regulatory assets and approximately $250 million of above market generating

assets. Based on TEP's response to New West Energy's data request No. 2, TEP has

identified that the Commission has ordered recovery for regulatory assets at $l42M.

24

25 What is New West Energy recommendation for TEP's fixed CTC recovery?

A.

A.

Q.

Q.

A.

ROBERT NICHOLSTESTIMONY - 7



1

2 A

3

4

5

In the interim, New West Energy recommends that the fixed CTC only include properly

approved regulatory assets by the Commission. This total is $142 million. The recovery

of the remaining $308 million ($248 million of the above market generation and $60

million of deferred taxes) of stranded costs should be collected as part of the floating

6 CTC.

7

8

9

Is New West Energy questioning the level of stranded costs to be recovered under the

fixed CTC mechanism?

10

11

12

13

14

15

No. To give TEP the incentive to mitigate stranded costs, New West Energy

recommends that TEP recover all other costs through the proposed floating CTC

mechanism. This is consistent with the Commission objective to have an incentive that

will result in a maximum mitigation effort by the Affected Utilities (Decision No. 60977,

dated .Tune 22, 1998, page 9, lines 3-4).
/

16

17 Q. What is the financial impact of New West Energy's Stranded Cost Recovery

18 recommendation?

19

20 A.

21

22

23

24

Based on TEP's response to New West Energy Data Request No. 1, TEP estimated its

total stranded costs to be $683 million under a market price forecast developed by TEP.

This is shown in Exhibit RSN-2. Under New West Energy's proposed recommendations

that included reducing the T&D rate component to 2.165 cents per kph, the recovery of

stranded cost will be $652M on a net present value basis. This is shown in exhibit RSN-

25 2. The difference in value is $31M.

A.

Q.

ROBERT NICHOLS TESTIMONY - 8
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2 Proposed distribution prices are excessive

3

4 Please discuss the proposed Transmission and Distribution (T&D) prices per the

5 settlement agreement.

6

7 A.

8

9

10

Transmission prices are regulated by the Federal Energy Regulatory Commission (FERC)

and are not subject to the Commission jurisdiction. To be consistent with how TEP

presents prices, the T&D prices are combined. Since the transmission prices have not

been updated recently, the only increase is in the distribution price.

11

12

13

14

15

16

17

Distribution pricing in TEP's settlement agreement is defined as system benefits,

customer service, metering and billing, uncollectibles, distribution and other charges

(Direct testimony, James S. Pignatelli, page 10, lines 22 through 27). Transmission

pricing is defined as the FERC regulated prices. The proposed settlement agreement calls

for transmission and distribution charges to be set at an average cost of 2.6 cents/kWh

(Direct testimony of James S. Pignatelli, dated June 30, 1999, page 10, lines 27 and 28).

18

19

20

How do the proposed combined distribution and transmission prices differ from TEP's

current combined transmission and distribution prices?

21

22 A.

23

In the proposed settlement agreement, the T&D revenue requirement has increased from

$154 million (2.211 cents/kWh) under Decision No. 59594, dated March 29, 1996 to

24

25

$205 million (2.l6 cents/kWh) under the proposed settlement agreement. This is an

increase of $51 million to the transmission and distribution revenue requirement. This

1
•

Q.

ROBERT NICHOLS TESTIMONY - 9
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1

2

has increased the average combined transmission and distribution price by almost 18%.

While at the same time TEP's overall retail rates have declined 2.1% or $13 million

3 (Decision No. 61104, dated August 28, 1998, page 2).

4

5

6

Why have TEP's average distribution and transmission prices increased by 17.6% since

1994, while overall prices are falling?

7

8 A.

9

10

11

12

13

14

In the short time frame available to analyze the settlement, it is not possible to give a

complete answer. According to data request responses from TEP, only the distribution

component of the rate has been updated using a sort of pro-fonna analysis that is based

on a Business Unit Reporting (BUR) study. No historical test year was used and the

distribution prices under the agreement are well above the levels that would be set in a

rate case. In fact, the proposed distribution prices are higher than those proposed by TEP

in the November 1998 Settlement.

15

16 Q. What does New West Energy recommend the T&D price should be?

17

18 A.

19

20

21

As stated above, TEP's T&D charges are excessive. To be consistent with prior

Commission raternaldng orders (Decision Nos. 59594 and 61104), TEP should be

allowed to recover an average rate of $0.0221/kWh (T&D rates in the 1995 were 2.21

cents/kWh). With no cost shifting, this rate should be adjusted downward by 2.1% to

22 reflect the overall rate reductions consistent with Decision No. 61104. As such, New

23 West Energy recommends that the average T&D rate be $0.0216/MWh. See Exhibit

24 RSN-4.

25 Q. How does this price adjustment impact prices and the recovery of stranded costs?

Q.

ROBERT NICHOLS TESTIMONY _ 10



1

2 A.

3

4

5

By keeping the distribution price at the 1994 level, customers will pay the CTC for :five

years as opposed to nine years and TEP can recover stranded costs by the end of 2004.

This adjustment will allow customers to benefit by more than $200 million over the

stranded cost recovery period proposed by TEP.

6

7

8

Increase the proposed market generation to better reflect the

cost to serve direct access customers

9

10 Q. How will TEP credit customers who choose direct access?

11

12 A. Per the settlement agreement, the Market Generation Credit (MGC) is a credit that will be

13 passed on to direct access customers.

14

15 What are the components of the MGC?

16

17 A. The MGC includes the market price of electricity, distribution losses and an adder.

18

19 Q. How will the MGC be calculated per the settlement agreement?

20

21 The MGC will be calculated monthly in advance and stated as both an on-peak and off-

22

23

24

peak value. The on-peak value component will be the product of the Palo Verde

NYMEX futures price and one plus the appropriate line loss factor plus an adder. When

TEP's system is constrained, the MGC will include the variable cost credit of TEP's

25 must-run generation. The off-peak component shall be determined in the same manner as

F

Q.

A.
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1

2

3

the on-peak component, except that the Palo Verde futures price will be adjusted by the

ratio of off-peak to on-peak hourly prices from the California Power Exchange of the

same month from the preceding year.

4

5

6

7

The purpose of the adder is to estimate the cost of supplying power to a specific customer

or customer group and stratum relative to the value of the NYMEX futures price used in

the calculation of the market price for a 100 percent load factor.

8

9 Q. Does the proposed MGC cover all the costs of serving a retail customer?

10

11

12

13

14

15

16

No. Kevin Higgins states that the adder was "a compromise determined through

negotiation." As such, many of the costs of providing competitive electricity to retail

customers are not included. For example, the MGC calculation does not reflect the other

costs to provide competitive electricity service such as, customer account management,

customer service representatives, and financing costs for purchasing power from the

wholesale market. (e.g., see California Public Utilities Commission Decision (CPUC)

17 No. 99-06-058, dated June 10, 1999, Revenue Allocation Proceeding for PG&E, SCE and

18

19

20

SDG&E, page 24). If these costs are not included, direct access customers pay for them

by way of distribution rates although direct access customers make no use of the utility's

procurement, load forecasting, scheduling, customer and marketing services.

21

22 Q.

23

Does New West Energy recommend any changes to the proposed MGC per the

settlement agreement?

24

25

A.

ROBERT NICHOLS TESTIMONY 12



I

1

2

3

4

5

Yes, New West Energy recommends that the MGC reflect the costs of customer account

managers, load forecasting, advertising, rate design, customer service representatives, and

financing costs for purchasing power from the wholesale market. A&G costs should be

allocated to each category as well. (see CPUC Decision No. 99-06-058). These costs

should be included as part of the adder

6

7

8

To ensure that a dynamic marketplace begins quickly, New West Energy recommends

that the Commission allow for an additional .15 cents/kWh credit to cover the following

9

10

11

12

services: load forecasting, customer account management, advertising, rate design,

customer service representatives and financing costs for procuring power from the

wholesale market. This will prevent direct access customers Hom having to pay for these

services twice. With New West Energy's proposed rate case TEP should submit tariffs

13 for each service to be credited back to direct access customers. This .15 cents/kWh credit

14 is an interim credit pending resolution of TEP's next rate case.

15

16

17

Are there any other competitive services that should be credited back to direct access

customers?

18

19

20

21

22

23

Yes. Economic demand-side management is one of the services provided by ESP's.

Today TEP recovers about $3.3 million in rates for DSM programs. Since these services

are provided by ESPs, direct access customers who purchase power and energy services

from ESPs will pay for DSM services twice, once through a system benefits charge and

again directly to their ESP.

24

25 Q. What is New West Energy's recommendation regarding TEP's competitive DSM?

o

C

A.

Q.

A.
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1

2 A.

3

New West Energy recommends that direct access customers be credited for competitive

demand-side services. Based on TEP's current recovery of $3.1 million annually, this

4 equates to .045 cents/kWh.

5

6 Please summarize New West Energy's recommended changes to the proposed MGC?

7

8 A.

9

The TEP proposed MGC is grossed up for losses and includes the "negotiated" adder

which will cover some of the cost of shaping load. New West Energy proposes an

10 additional credit of .195 cents/kWh to be included with the TEP proposed adder. This

11

12

13

14

15

16

credit is composed of .045 cents/kWh for DSM and .15 cents/kWh to cover the cost of

load forecasting, customer service representatives, customer account managers, rate

design, advertising and financing costs for procuring power from the wholesale market.

The additional credits to the MGC as proposed by New West Energy will come from the

distribution component of the bundled price. This means that the timing and recovery of

TEP's stranded costs will not be impacted by crediting customers for these services.

17

18 Conclusions

19

20 Q. Can you please summarize New West Energy's recommendations?

21

22 A. New West Energy recommends the following :

23

24

25

New West Energy recommends that the Commission bring competition to Tucson

as soon as possible.

s

4

Q.

1.
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1

2

3

Since TEP's last cost-of-service study was completed in 1994, New West Energy

recommends that Commission order TEP to file a rate case as soon as possible.

4

5

6

7

TEP's stranded cost recovery mechanism should meet the obi ective of the

Commission and match the recovery periods for APS and SRP. To that end, TEP

should recover all of its floating CTC costs by no later than 12/31/2004.

8

9

10

11

12

The proposed T&D average rate of 2.6 cents per kph in the settlement agreement

seems high. Based on 1994 test year figures and recent rate decreases ordered by

the Commission, TEP should be allowed to recover 2.165 cents per kph. The

remainder of these charges should be collected in the floating CTC.

13

14

15

16

TEP should only be allowed to recover regulatory assets that have accounting

order from the Commission through the proposed fixed CTC mechanism. All

other stranded costs should be collected in the floating CTC.

17

18

19

20

The MGC must cover all the costs that are avoided by the Affected Utility. The

proposed settlement agreement includes generation costs, but does not address

additional costs that will be avoided by TEP.

21

22 Q. Does this conclude your direct testimony?

23

24 A. Yes.

25

2.

3.

4.

5.

6.

ROBERT NICHOLS TESTIMONY - 15
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